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OPI1 NI ON

This appeal is made pursuant to section 25666
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Mabert Finance Co.,
Inc., dba Allied Finance Co., against proposed assessnents
of additional franchise tax in the amunts of $1,355.94,
$1,401.22, and $2,178.69 for the income years 1976, 1977,
. and 1978, respectively.
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Appeal of -Mabert Finance Co., Inc.,
_dba_Allied Finance Co. . .

The issue presented for decision is whether

respondent abused its discretion in reconputing a
reasonabl e addition to appellant's bad debt reserve.

Appellant is a California corporation which
operates as a commercial lender. It is an accrual basis'
t axpayer which has selected the reserve method of account-
ing for its bad debts. For the incone years 1976, 1977,
and 1978, appellant deducted $8,875, $8,007, and $17,512,
respectively, for additions to its reserve for bad debts.
Appel lant maintained its reserve at 3 percent of the |oans
outstanding at the end of its tax year.

Respondent determ ned that the' deductions were
excessive and reconmputed the additions to the reserve by
using the six-year noving average fornula derived from
the decision in Black Mdtor Co., 41 B.T.A 300 (1940),
affd. on other grounds, 125 F.2d 977 (6th Gr. 1942).
This fornula conputes an addition to a bad debt reserve
by taking into account the taxpayer's actual exg;rlence
with bad debts for the current and prior years.'/ The
formul a produced six-year noving average ratios of 1.12 y
percent, 0.93 percent, and 0.797 percent for incone years .
1976, 1977, and 1978, respectively. Using these rati os,
respondent determ ned that there should have been no'

addition to appellant's reserve for any of these years.
Accordingly, respondent disallowed the entire deduction

for additions to the bad debt reserve for each year.

Appel  ant contends that it has used its nethod
of conputing additions to the bad debt reserve since its
i ncorporation in 1959 and that the Internal Revenue
Service accepted the nethod in1961. Appellant further
contends that this method is used by nost small | oan
conpanies and cites a 1979 annual report of persona
property brokers issued by the California Department of
Cor porations which shows a 3.86 percent reserve for bad
debts for commercial |enders.

Section 24348 of the Revenue and Taxation Code
provi des, in part:

1/ The details of the calculation are set out in Black ‘
Motor Co., swmm, 41 B.T.A at 302
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There shall be allowed as a deduction
debts which becone worthless within the incone
ear; or, in the discretion of the Franchise
ax Board, a reasonable addition to a reserve

for bad debts.

By its election to use the reserve nethod for deducting
bad debts, appellant has chosen to subject itself to the
reasonabl e discretion of respondent. (Uni on Nationa
Bank and Trust Co. of Elgin, 26 T.C. 537, 543 (1956);
Appeal of Livingston Bros. Inc., Cal. St. Bd. of Equal., (
Oct. 16, 1957.) Because of the express statutory discre-. -
tion given respondent, the burden of proof on appellant ..~
in overcomng a determ nation by respondent is greater
than the usual burden facing one' who seeks to overcone
t he presunption of correctness which attaches to an
ordinary notice of deficiency. Appellant nmust do nore
than denonstrate that its additions to the reserve were
reasonable: it must establish that respondent's deter-
m nation of the additions was so unreasonabl e and
arbitrary as to constitute an abuse of discretion. °
X (Roanoke Vendi ng Exchange, Inc., 40 T.C. 735 (1963);

‘. Appeal of Vaughn F. and Betty F. Fisher, Cal. St. Bd.

of Equal., Jan. 7, 1975.)

~ As guidance for the determnation of a reason-."
able addition to the bad debt reserve, respondent's '
regul ati ons provide:

What constitutes a reasonable addition to
,a reserve for bad debts shall be determined in
the light of the facts existing at the close of
the income year of the proposed addition. The
reasonabl eness of the addition will vary as
between cl asses of business and with conditions
of business prosperity. It wll depend prinar-,
ily upon the total amount of debts outstanding
as of the close of the incone year, including
those arising currently as well as those
arising in ﬁrior_inpone years, and the total
amount of the existing reserve.

(Former Cal. Admin. Code, tit. 18, reg. 24348(9g)(2)
(repealer filed Sept. 3, 1982; Register 82, No. 37).)

Respondent utilized the Black Mtor bad debt
, formula. This formula was approved Dby the United States
‘ Suprenme Court in Thor Power Tool Co._v. Conm ssioner, 439'
U S. 522 [58 L.Ed.2d 785] (1979), and by this board i n
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Appeal of Brighton Sand and G avel Conpany, decided
August 19, 1981. 8ince it ns-Seftfed That the Black Mtort
fornula is valid, the only question is.whether respondent
abused its discretion by using the formula in this case.
|f a taxpayer's recent bad debt experience IS unrepresen—
tative, or the taxpayer can point to conditions that wll
cause future debt collections to be less likely than in
the past, the taxpayer is entitled to an addition |arger
t han-t he- Bl ack Motor fornula woul d provide. (Thor Power
Jool Co. v. Comm ssioner, supra, 439 U S. at 549.)

In the present case, appellant has used a
method to conpute the addition to its reserve for bad
debts that wll keep its reserve at three percent of the

~loans outstanding at year's end. This nmethod does not
take into account appellant's actual experience wth bad
debts for the current and prior years. Since appellant
has not experienced |osses of three percent or nore of
| oans outstanding, appellant's contention that its nethod
of conputation is used by nost small |oan conpanies. is
not'material to the determnation of this appeal. In
regard to appellant's contention that the Internal
Revenue Service accepted appellant's method of conputation
for the 1961 tax year, appellant has not established that
it used the same method of conputation of its bad debt

reserve at that tinme or that the same circunstances

existed in 1961 as in 1976, 1977, and 1978. Furt her, a
federal audit of appellant's return for 1961 occurred so
| ong before the years at issue that such acceptance is
irrelevant.

‘We concl ude that appellant has failed to show
conditions that will cause future debt collections to be
less likely than in the past. Therefore, appellant has
not carried its burden of showi ng that respondent's
application of the Black Mdtor fornula is arbitrary in
this case. Accordingly, we Tind that respondent did not
abuse its discretion in reconputing appellant's bad debt
reserve
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ORDER
Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T I'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Mabert Finance Co., Inc., dba Alied Finance
co., against proposed assessments of additional franchise
tax in the amounts of $1,355.94, $1,401.22, and $2,178.69
for the incone years 1976, 1977, and 1978, respectively,
be and the same is hereby sustained.

Done at Sacranento, California, this 26th day
of October , 1983, by the State Board of Equalization,

Wi th Board Menbers M. Bennett, M. Collis, M. Dronenburg,
Mr. Nevins and M. Harvey present:

WIlliam M Bennett , Chai rman

_~Conway H. Collis e ‘e f
Ernest J. Dronenburg, Jr. . Member

_Richard Nevi ns., Mnber
VWl ter Harvey* ,» Member

*For Kenneth cory, per Government Code section 7.9
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